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Chapter I 
 

Introduction 
 

Since the disclosure of fraud at Enron, several scandals on corporate misbehavior 

happened and some were at the financial institutions.  To name a few, in 2004, the regulator of 

Fannie Mae reported its misapplication of accounting rules, doubted the validity of its financial 

reporting and concluded that its capital is probably overstated.1  Fortress Re, a re-insurance 

firm in the U.S., was suspected to inflate its profits improperly.2  In February 2006, we had the 

scandal of Livedoor, an internet and finance company in Japan, which was accused of involving 

in market manipulation and accounting fraud.  These scandals attract public attentions on 

improving corporate governance for financial institutions.  They also indicate that financial 

reporting is a primary source of information for outsiders to assess the conditions of financial 

institutions. 

Before the study by La Porta et al. (1998), research that examines effects of institutions 

on corporate behaviors around the world was sparse.  Based on the database of the legal 

protection around 49 countries in La Porta et al. (1998), many studies have investigated the 

impact of investor protection on the various aspects of financial markets. 3   The results 

generally support that stronger investor protection is associated with larger and deeper capital 

markets, higher firm valuation, a larger number of listed firms and a greater amount in the use 

                                                 
1 For further information, please refer to “About time: Now it's Fannie's turn to be scrubbed” in Economist, 
September 30, 2004. 
2 It specialized in reinsurance for aviation risk and collapsed after the September 11, 2001.  A number of 
Japanese companies charge the director of Fortress with misrepresented losses and other inappropriate actions. 
3 For example, La Porta et al. (1997, 1998) show that stock markets in better investor protection economies have 
larger and deeper capital markets, while La Porta et al. (2002) and Claessens et al. (2002) find that stock 
markets in investor protection economies have higher firm valuation.  In addition, stronger investor 
protection is also shown to be associated with a higher number of listed firms (La Porta et al., 1997) and greater 
use of external financing (La Porta et al., 1998).  Demirgüç-Kunt and Maksimovic (1998) find that, in countries 
with higher scores on a legal efficiency index, a greater proportion of firms use long-term external financing. 
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of external financing. 

One strand of literature examines the role of legal protection on the financial reporting 

quality.  These studies use earnings management measures or measures for the financial 

reporting conservatism as proxies for the financial reporting quality.4  They show that stronger 

legal protection of investors limits insiders’ incentives to manage earnings and enhances firms’ 

incentives to be conservative in their financial reporting.5  Among these studies, only Shen and 

Chih (2005) examine the banking industry.  Their results suggest that banks are more likely to 

manage earnings to exceed thresholds when there is less legal protection on investors.  

However, to explore the governance effects on bank reporting incentives, it is insufficient that 

we only consider the effects of these legal protection mechanisms.  As the banking industry is 

highly regulated by the monetary authority, the supervision/regulation practices on banks in a 

country should be crucial mechanisms to investigate.   

The existing corporate governance models can be classified into two groups by how they 

resolve information asymmetry (Ball et al., 2000).  We call them private communication and 

public disclosure models.  Under private communication model, normally a firm is controlled 

by large stakeholders and the information asymmetry is mainly resolved through private 

                                                 
4 Some researchers consider financial reporting quality from the investment perspective.  In their studies, 
accruals and earnings are examined to see whether they reflect the intrinsic value, represent current operating 
performance, and forecast future operating performance well for a firm (Dechow and Schrand, 2004; Kim et al., 
2005).  Since this line of research usually examines financial reporting quality of listed firms and links it to 
stock performance related issues (Aboody et al., 2005; Beneish et al., 2002; Francis et al, 2004, 2005), we do not 
apply these measures to our study, which contains a large amount of privately-held bank samples. 
5 For earnings management studies, the governance mechanisms examined include law origin and protection 
of small investors, efficient judicial system, effectiveness of competition laws, diffusion of the press, effective 
tax enforcement (Leuz et al., 2003; Dyck and Zingales, 2004; Haw et al., 2004).  Furthermore, Burgstahler et al. 
(2006) document that listing status, accounting rules, and securities regulations for better investor protection 
also provide incentives for firms to report more informative earnings.  For studies on financial reporting 
conservatism, evidence also show that listing firms, firms in countries with common law origin, with less 
reliance on inside networks in communication, and with less political intervention are more likely to report 
financial statements conservatively (Ball and Shivakumar, 2005; Ball et al., 2000; Ball et al., 2003; Bushman and 
Piotroski, 2006). 
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communication.6  On the other hand, under public disclosure model, usually the ownership 

structure is diverse and fund providers of firms rely on the firms’ information disclosure to 

make investment decisions.  To ensure the public disclosure model functions well, it is crucial 

to establish an environment to encourage monitoring by these fund providers, for example, law 

protection on their rights, lower level of government corruption, and mandating information 

disclosure (La Porta et al., 1998; Leuz et al., 2003; Ball et al., 2000; Ball et al., 2003).   

In the banking industry, the structure of banks’ fund providers is relatively diverse, as it 

is mainly composed of a large number of small depositors and shareholders.  Under such 

structure, it is less likely to apply private communication though large stakeholders as banks’ 

governance model.  A public disclosure model may work better to protect rights of those fund 

providers for banks.  However, for public disclosure model to function well, it is essential that 

bank regulatory bodies to develop environment for outside monitoring by applying appropriate 

supervisory policies.  These policies are expected not only to strengthen direct supervisory 

powers to deal with banks’ inappropriate behaviors but also to encourage monitoring by their 

fund providers.  Further, under the public disclosure model, financial reporting information is 

an essential communication tool for bank mangers and outside investors.  We argue that a 

well-functioning bank governance structure is associated with high quality financial reporting.  

To test this argument, this dissertation examines the effects of existing governance mechanisms 

on the quality of bank financial reporting.  Our results should be good references to the 

monetary authorities for their supervision/regulation policies on banks. 

This dissertation aims at examining how the institutions and regulatory bodies affect 

banks’ financial reporting quality.  As financial reporting quality is a general concept with 

                                                 
6 Large stakeholders may include large shareholders, major lending banks, government representatives, and 
labor unions. (Ball et al., 2000) 
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several different dimensions, we concentrate on examining two well-noticed dimensions of 

financial reporting quality, earnings management and financial reporting conservatism, which 

are also greatly concerned by the academics and the public.  In the first essay, the focus is on 

the relations between earnings management and institutions across countries.  We compare 

effects of legal protection and bank supervisory policies on earnings management activities.  In 

the second and the third essays, we turn to investigate financial reporting conservatism.  The 

second essay compares conservative financial reporting of public banks with private banks and 

examines institutional factors that may encourage banks to be conservative in their financial 

reporting.  The results show that public banks generally report financial statements more 

conservatively than private banks, but the magnitude of difference in reporting conservatism 

varies across country.  We are curious about the underlying factors for this country difference.  

In the third essay, we further study whether country difference of securities market governance 

mechanisms is the factor that drives the difference of conservative reporting between public 

and private banks. 

The remainder of this dissertation is organized as follows.  Chapter II explores the 

effects of legal protection and bank supervision frameworks on the earnings management by 

banks.  Chapter III examines the influence of bank regulation/supervision on the conservatism 

of financial reporting by publicly-traded and privately-held banks.  With controls for the 

effects of bank regulation/supervision, Chapter IV investigates the incremental effects of 

security market governance on the conservatism of bank financial reporting across listing status.  

Chapter V concludes the dissertation. 




